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Abstract

INCOME TAX TREATMENT OF COOPERATIVES:
Handling of Losses

Donald A. Frederick, Program Leader, Law, Policy & Governance

Cooperative tax rules are a logical combination of the unique
attributes of a cooperative and the income tax scheme in the
Internal Revenue Code. The single tax principle is applied to
earnings from business conducted on a cooperative basis in
recognition of the unique relationship between the members and
their cooperative associations. Cooperatives have been granted
a certain degree of flexibility in their financial and tax planning and
should exercise their options effectively to maximize benefits for
members.
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Preface'

As with other businesses, cooperative financial results are
computed on a yearly basis, consistent with generally accepted
accounting practices. Even highly successful cooperatives can
report a loss during one of these years. Cooperatives can learn
to weather financial storms better if they know their options and
plan ahead for possible losses.

Handling losses has been a longstanding, contentious issue
between cooperatives and the Internal Revenue Service (IRS). In
1986, amendments to the Internal Revenue Code resolved some
of the uncertainties in combining patronage-sourced gains and
losses for tax purposes. But many other issues remain.

Handling a loss can be one of the most difficult tasks for
cooperative leaders. Cooperatives anticipating or actually facing
a loss should consult with professional advisers who understand
the options available and can provide a disinterested assessment
of the likely outcome of choosing particular options.

! This report does not represent official policy of the U.S. Depart-
ment of Agriculture, the Internal Revenue Service, the U.S. Department
of the Treasury, or any other Government agency. This publication is
presented only to provide information to persons interested in the tax
treatment of cooperatives.



Highlights

This report provides a general, comprehensive summary of
the issues and rules applicable to cooperatives faced with losses.
It begins with an explanation of how cooperatives can suffer
losses. Examples illustrate loss situations arising from operations,
disposition of assets, and those related to accounting rules.

For many years, the IRS resisted the idea that a cooperative
could suffer a loss for tax purposes. IRS asserted that since
cooperatives "operate at cost," they couldn't have a loss. Since
cooperatives distribute margins in good years to patrons based on
patronage and are allowed a deduction for the distributions, IRS
said they should issue negative patronage refunds in loss years
and collect from each patron his or her pro rata share of the loss.
The courts, however, rejected the IRS position and now the
premise that cooperatives can have losses for tax purposes is
generally accepted.

The next dispute was over the degree of flexibility available
to cooperatives in recouping a loss. IRS insisted the loss had to
be recovered from the specific patrons whose business generated
the loss. Methods approved included direct billing, canceling
equity, and establishing accounts receivable that could be offset
against funds due the patrons. However, cooperatives insisted
that members had more options, including allocating the losses to
patrons of the same business activity in other years and allocating
the losses to patrons of other activities. The courts again have
generally supported the cooperative position. And in 1986,
amendments to the Internal Revenue Code (Code) established
rules that, if followed, give cooperatives significant latitude in
combining patronage-sourced gains and losses.

Other issues continue to fester. The courts have thus far
rebuffed efforts of cooperatives to combine patronage and
nonpatronage gains and losses for tax purposes. While the
courts have generally barred IRS from applying Code sec. 277 to
Subchapter T agricultural cooperatives, IRS maintains that it
pertains to other cooperative organizations. And a judicial
decision holding a cooperative that redeemed qualified retained
patronage distributions at less than face value (creating a loss for
tax purposes for its patrons) did not have to report its "gain" as
income at the time of redemption is being rejected by IRS.
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CHAPTER 13
HANDLING OF LOSSES

It seems ironic indeed that cooperatives may face more
difficult income tax problems in years when they suffer a loss
than in years in which they generate net income. This, however,
is frequently the case.

Part of the difficulty in handling losses is business related.
Cooperative leaders may be under considerable pressure to
handle a traumatic situation, usually with little or no clear
guidance from incorporation statutes, cooperative bylaws, or
precedence.

Several alternative actions may be available, each with some
positive and negative consequences. Portions of this chapter
discuss how cooperatives can generate losses and the options for
dealing with them. Hopefully, this will encourage cooperative
leaders and advisers to anticipate potential losses and plan to
handle them before the stresses actually occur.

Another factor that complicates handling cooperative losses
is the lack of direction in the Internal Revenue Code (Code) and
Treasury Department regulations (regulations). While the Code
has provisions on the general treatment of losses by corporations
and individuals,” the only references to losses in Subchapter T are
relatively recent language dealing with netting of patronage gains
and losses® and a definition of “completed crop pool method of
accounting” that recognizes an individual crop-year pool may
have a loss.*

The regulations mention cooperative losses when discussing
redemption of nonqualified written notices of allocation,” and the
distribution of patronage refunds related to the disposition of a

? Notably LR.C. § 165 (provides a deduction of losses) and § 172
(authorizes net operating loss carrybacks and carryovers).

*LR.C. § 1388(j), Consolidated Omnibus Budget Reconciliation Act
of 1985, Pub. L. 99-272, § 13210, 100 Stat. 82, 323-324 (1986). This
provision is discussed at pp. 101-106.

*IR.C. § 1382(g)(2).
® Treas. Reg. § 1.1383-1(a)(2), § 1.1383-1(b)(3), and § 1.1383-1(d).



capital asset.* The regulations also refer to the possibility of a loss
at the patron level related to the redemption of a patronage
distribution from a cooperative.” But nowhere is guidance
provided to cooperatives in reporting common losses for tax
purposes.® Thus most groundrules for handling cooperative
losses have developed through court decisions and Internal
Revenue Service (IRS or the Service) administrative rulings.

HOW COOPERATIVES HAVE LOSSES

Cooperatives, like other business entities, generally compute
their financial results on an annual basis. A loss occurs whenever
expenses assigned to a given tax year exceed revenues generated
during that year.

Cooperatives may experience a loss for several reasons, such
as operations that fail to cover expenses, dispositions of assets,
and changes in accounting procedures.

Losses on Operations

Cooperatives generally provide two types of services to their
member-users. They sell them supplies and business services and
market products produced by members. These operations are
often called "functions."

Cooperatives may provide services in only one or in both
functions. For example, a cooperative may only market wheat for
its members, only sell farm supplies, or do marketing and supply
functions.

When computing their financial results for the year,
cooperatives that operate both functions will usually account

* Treas. Reg,. § 1.1385-1(c)(2)(ii)(b).
7 Treas. Reg. § 1.1385-1(e).

8 "Subchapter T says nothing about the appropriate treatment of net
operating losses,...." Farm Service Cooperative v. Commissioner, 619
F.2d 718, 723 (8th Cir. 1980).
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separately for revenues and costs of each function.” A cooperative
may also provide more than one service within a function. For
example, it may sell diesel fuel, seed, and crop protectants to its
farmer-members. The cooperative would usually account
separately for the results of each department within a function.'’

Determining the extent of margins and losses on a line-of-
business basis is critical to evaluating current operations and
planning for the cooperative's future. It also has important tax
implications. The next two subsections explain how losses can
occur within each function. Later, more complex issues such as
combining the financial results for tax purposes of a department
or function that generates a margin with one suffering a loss,
called "netting,"” will be discussed.

Losses in the Supply Function

Cooperatives that manufacture or purchase and resell
supplies and equipment can suffer a loss just like any similar
noncooperative firm: e.g.; from competitive pressures on prices,
orders not arriving on time, strikes, uncollectible accounts, etc.!!

Local supply cooperatives that typically purchase in bulk and
resell in small lots to individuals can be hit by any of these
conditions. However, they commonly suffer a loss when the retail
price of a major product they handle falls after they have
purchased a large quantity but before they can resell it to their
patrons. They are compelled to resell the product at a loss to meet
competition and maintain member loyalty.

Example 1 illustrates how a decline in the market price of a
product purchased for resale to members can generate a loss. The
cooperative paid $.85 per unit for an item with the expectation the
article could be resold to patrons for $1.10 per unit, covering costs
and generating a net margin to be distributed as patronage

> AICPA Audit and Accounting Guide, Audits of Agricultural
Producers and Agricultural Cooperatives, § 10.16 (Am. Inst. of Certified
Pub. Accountants 1987, with conforming changes as of May 1, 1996) p.
44.

10 Ibid.

' See, e.g., Priv. Ltr. Rul. 8248048 (Aug. 30, 1982).



refunds. When it could only sell the item for $1.00 per unit, a net
loss occurred.

Example 1. Cooperative Loss Caused by Price Decline
in Supplies Purchased for Resale

Expected (1 million units)
Purchase Price ($0.85/unit) $850,000
Operating Costs

Variable Costs ($0.05/unit) 50,000
Fixed Costs 150,000
Total Costs 1,050,000
Product Sales Proceeds ($1.10/unit) 1,100,000
Net Margins $50,000

Actual (1 million units)
Purchase price ($0.85/unit) $850,000
Operating Costs

Variable Costs ($0.05/unit) 50,000
Fixed Costs 150,000
Total Costs 1,050,000
Product Sales Proceeds ($1.00/unit) 1,000,000
Net Loss ($50,000)

A modest shortfall in the anticipated price of the product,
from $1.10 to $1.00, turned a reasonable potential margin into a

4



significant loss. In today's highly competitive markets, where
profit margins are thin in good times, this is a perfectly plausible
event.

Supply cooperatives can also suffer losses when patrons
simply don't buy as much product as anticipated. For example,
a cooperative might make an advance purchase of seed corn to
meet normal member demand during the spring. However,
unusually wet weather may prevent members from getting into
their fields during the planting season for corn. As a result, they
switch some of their acreage to other crops that can be planted
later, such as soybeans, and purchase less seed corn than
anticipated.

In Example 2, where the cooperative experienced no price
changes for the product supplied and had no operating cost
changes. A 20-percent shortfall in deliveries to patrons was
sufficient to cause the cooperative's total costs to considerably
exceed its total proceeds.

Example 2. Cooperative Loss Caused by 20-Percent
Shortfall in Orders for Supplies Furnished Patrons

Expected (1 million units)
Purchase Price ($0.85/unit) $850,000
Operating Costs

Variable Costs ($0.05/ unit) 50,000
Fixed Costs 150,000
Total Costs 1,050,000
Product Sales Proceeds ($1.10/unit) 1,100,000
Net Margins $50,000



Actual (800,000 units)

Purchase Price (1,000,000 units at $0.85/unit)  $850,000

Operating Costs
Variable Costs ($0.05/unit) 50,000
Fixed Costs 150,000
Total Costs 1,050,000
Product Sales Proceeds ($1.10/unit) 880,000
Net Loss ($170,000)

Unfortunately for cooperatives caught in this situation, they
may actually suffer additional pressure on prices and costs. If
competitors also have too much supply resulting from the
depressed demand, market conditions may force down prices.
And if that product remains in inventory, variable costs may
actually rise. Thus supply cooperatives should plan their
purchases carefully to avoid this predicament, if possible.

Losses in the Marketing Function

Marketing cooperatives also can suffer operating losses for a
variety of reasons.”? A primary buyer may file for bankruptcy and
be unable to pay for products already delivered.”” A Government
regulator may keep prices the cooperative can charge for its
services so low the cooperative can't cover its expenses.'

More typical is the cooperative trapped by fluctuations in the
markets in which it sells patrons' products. A cooperative may
purchase these products at a cost reflecting the current market

12 See, e.g., Priv. Ltr. Rul. 9202026 (Oct. 11, 1991)(high processing
costs and interest expenses, erosion of commercial markets, uncollectible
accounts).

3 Priv. Ltr. Rul. 8842018 (July 22, 1988).
1 Tech. Adv. Mem. 9128007 (March 28, 1991).



price to producers at the time of delivery to the cooperative, or
make advances to patrons based on that price. The price paid or
advance is established with an expectation that the commodity or
product(s) made from the commodity can be sold at a price
sufficient to cover those payments and all other costs. If the
actual proceeds are less than anticipated, a loss can result.”®

In Example 3, the cooperative made advances of $0.85 per
unit anticipating the product could be sold for $1.10 per unit,
cover costs, and generating a net margin to be distributed as
patronage refunds. When prices fell to $1.00 per unit, however,
a net loss occurred.

Example 3. Cooperative Loss Caused by Price Decline
of Product to be Marketed

Expected (1 million units)
Product Sales Proceeds ($1.10/unit) $1,100,000
Advances Paid to Patrons ($0.85/unit) 850,000
Operating Costs

Variable Costs ($0.05/unit) 50,000
Fixed Costs 150,000
Total Costs $1,050,000
Net Margins $50,000

1> Rev. Rul. 70-407, 1970-2 C.B. 52 (cash advances to patrons proved
to be excessive because of unanticipated decline in the price of cotton);
Priv. Ltr. Rul. 8248034 (Aug. 30, 1982)(sharp decreases in market prices
of commodities subsequent to cooperative's entering into fixed-price
contracts with its members); Priv. Ltr. Rul 7926068 (March 29,
1979)(cotton processing cooperative suffered a loss resulting from a
sudden decline in the price of denim).



Actual (1 million units)

Product Sales Proceeds ($1.00/unit) $1,000,000
Advances Paid to Patrons ($0.85/unit) 850,000
Operating Costs
Variable Costs ($0.05/unit) 50,000
Fixed Costs 150,000
Total Costs 1,050,000
Net Loss ($50,000)

Market factors other than price changes may affect a
cooperative's ability to generate enough income to cover costs and
advances to patrons. Marketing cooperatives depend on
deliveries by patrons. Fluctuations in patronage may lead to
cooperative losses, whether the fluctuation is an excess or
deficiency.

For instance, patrons may deliver more product than a
cooperative can market at prices adequate to cover grower
payments and its operating costs. Overproduction is frequently
accompanied by a general market price decline, so the conditions
work together to compound the problem.

A shortfall in anticipated product delivery may also induce
losses, especially if prices don’t rise enough to cover the revenue
decline. A product shortage can be particularly troublesome if the
cooperative has contracted to deliver product to a buyer at a fixed
price and, in a time of rising prices, is forced to obtain substitute
product in the open market.

The cooperative in Example 4 had a 30-percent shortfall in
deliveries from patrons that resulted in a loss. This simplified
example doesn't deal with price changes for product bought or
sold, but does reflect changes in variable costs.



